
E. 1.sRon•• to Ad Hoc Users

The criticisms of the macroeconomic analysis in the Godwins Report presented

in The Opposition of the Ad Hoc Telecommunic.tions Users Committee to Direct

C.ses is simply a summary of criticism. made in • report prep.red by Economics

and Technology, Inc. (ETI) for the Int.rnational Co.-unic.tions Association. To

avoid r.p.tition, w. will not ••p.rat.ly r ••pond to the Oppo.ition of the Ad Hoc

T.l.communic.tions Us.r. Co.-itt•• r.port, .nd to the ETI r.port. Inst••d, we

will r ••pond only to the ETI r.port. R••ponding to the ETI r.port pr.s.nts a

sp.cial ch.ll.nge. Unlike the oppositions fil.d by AT&T, Kel, .nd the remainder

of the Ad Hoc U.ers filing, the r.port sub.itt.d by ETI i. unprof.s.ional in both

its ton••nd its sub.t.nc.. Wh.n r ••ding the ••••rtions that .pp.ar inste.d of

r••soned .conomic .nalysi., on. wond.rs why ETI cho•• to writ. the r.port this

w.y. W•• it the result of .n inability to under.t.nd the .cono.ic analy.i. in

the Godwins R.port, or wa. it the r.sult of • delib.rat. att.apt to .isr.pr.s.nt

and distort the r.port? R.g.rdle•• of the r.a.on, ETI'. r.ckl•••••••rtions have

been enter.d into the r.cord, so it is n.c••••ry to s.t th•• str.ight.

ETI ••••rt. on pag' 13 of it. r.port that th. Godwin. R.port cont.ins at

le.st six f.t.l fl.w.. Th. first all.g.d f.tal flaw deals with the role of

calibration, and the r.maining five .lleg.d f.t.l flaw••r. numbered 1 - 5 on

page 15 of the ETI r.port.

ETt Cont.ntiop ­
(P.ge 14)

WIn th. Godvins aodel, the k.y nWlb.rs which det.naine the
r ••ulu .r. siaply inv.nt.d. Th.y .r. made up .... A quote
fro. App.ndix CoS of the Godwins I..port illuatr.tes the
proc••• :

Th. aodel is calibrated .0 that in the absence of
FAS-106 it yi.lda .n allocation of l.bor .cross
••ctors ... It is .lso calibrated such that in the
ab••nc. of FAS-106, all noainal pric•••r. equal to
on. .• [.apha. is .dded by ETI]
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!UPOD" - Several comments are in order. First, let's look at what

ETI omitted from the quoted passage from the Godwins Report

where the ellipsis appears after ftlabor across sectors. n

The following words were left out: ftthat matches the actual

allocation of labor across sectors. n (emphasis added] Now

why w.r. these nine words omitt.d by EII? Certainly not

b.cause they took up too much extra .p.c.. And certainly

not because the.e nine words were not germane to the point

E'l'I w.. trying to lUke. Quite the contr.ry- - these nine

words indic.t. th.t the nuaber. w.re not II&de up or

invented; the numerical values of the p.raaeters were

cho.en so th.t the sh.re of workers eligibl A for SFAS 106

b.nefits in the mod.l would equal the actual sh.re in the

Y. S. econollY. Th.t is, these nine words prove the oppos i te

of ETI's assertion, and E'l'I simply cho.e to suppress them.

S.cond, the p••••g. quot.d from the Godwin. Report .tat.s

that in the initi.l equilibrium, b.for. the introduction of

SFAS 106, all nominal pric•••re set equal to one. It

..... that the authors of the E'l'I report regard this as an

invented number. However, th.re is a diff.rence between a

price index and the price of • specific good measured in

loc.l currency. GNP-PI is a pric. index, and like all

indax.s, • single sp.cific numeric.l v.lue of the index is

...ningles., unl.s. the sc.le or base is specified. The

value of .n index in a b••e year i. entirely arbitrary, and

to ..k. the interpretation of the numbers siaple, the price

index.. w.re nOrll&liz.d so that the pric. index in the

initial .ituation had a value of on.. 'nl. conc.pt of

normalization should be f..iliar to .nyone with graduate

tr.ining in .conomics, .nd th.r. is no ...ningful sen.e in

which normaliz.tion should b. interpreted as ft inventing

numbers."
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Third, ETI italicizes the word RcalibratedR twice in the

quoted passage, as if to emphasize that RcalibratedR means

RinventedR or Rmade Up.R The problem is that the authors

of the ETI report do not appear to know what calibration

is. They ask the question on page 14: RTJhat is this

calibration?R Then they as.ert that calibration does not

involve real economic data, and they cite a. proof the fact

that the tera calibration i. not uaed in standard

econometrics textboo~. The problem i. that the authors

looked in the wrong place to find out about calibration.

The right place to look i. in the ..croeconomics

literature, in particular the burgeoning literature on

quantitative general equilibriUII ..croeconomic models. An

influential paper that uae. calibration and is already

becolling a cla•• ic in this literature is Edward C.

Pre.cott's RTheory Ahead of Buaine•• Cycle Measurellent,R

Quarterly Review, Federal Ile.erve Bank of Minneapolis, Fall

1986, pp. 9-22. Calibration i. at the frontier of

quantitative macroeconollics and has not yet filtered into

many undergraduate textboou. However, calibration is

described in Chapter 11 of Macroeconomics by Andrew 8. Abe1

and Ben S. Bemanke, Addison-Wesley Publishing Co., 1992,

a book co-authored by one of the authors of the Godwins

Report and used at dozens of leading colleges and

univer.itie•.

Calibration is an alternative lIethod to direct econometric

e.t1ll&tion for choo.ing nWlerical value. of parameters in

a ..croeconollic 1I0del. In calibrated IIOdels, nUllerical

value. ..y be ba.ed on econometric esti..tion of

lIicroeconollic data and/or they ..y be chosen so that

variables in the lIodel ..tch actual value. of real economic

data. Both of the.e technique. were used in the IIOdel in

the Godwins aeport. For in.tance, the parameters of the
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production functions were calibrated so that the share of

labor cost in total cost match.d the actual share of labor

in total cost in the U. S. econoay. Contrary to the

a..ertion in the first paragraph on page 14 of the ETI

r.port [~Another key factor. the labor supply elasticity,

the response of labor supplied to real wage changes, 1s

..suaed to be 0.00, again a nuaber st.ply invented for the

purpos.s of their report.~), the value of the labor supply

.la.ticity wa. based on a lIUltitude of .conoaetr1c studies.

Th. first complete paragraph on pag. 30 of the Godwins

R.port discusses the summary by Mark R. Killingsworth of

the .xtensive econoaetric lit.ratur. on the elasticity of

labor supply. Each of the many studies finds different

nua.rical values for this ela.ticity, and it s....

pointl.ss to try to pick on. of the ••tillates in one of the

studie.. It is even acr. pointles. to .conoaetricaUy

.stimate thia ela.ticity independently, given the lIUltitude

of .xiating estillates. The .ensibl. approach is to observe

that the .stimat.s t.nd to show a s..l1, .v.n slightly

negative, ela.ticity. Becaus. the impact of SFAS 106 on

the GNP·PI is larger for high.r labor supply elasticities,

a value of 0.0 wa. chos.n so a. not to und.rstate the

t.pact on GNP·PI. Furth.rmor., the ••nsitivity analysis

.xplor.d the effect of .v.n higher valu.s of this

.la.ticity.

It should b. acknowl.dged that the value of on. parameter,

the price ela.ticity of deaand, wa. not directly calibrated

froa a sp.cific ••t of data or a sp.cific s.t of

.cono..tric studie.. Th. value of this par_ter was

cho.en by ob••rving that econoaetric studies of the demands

for various goods tend to find pric. ela.ticiti.s of demand

on the order of on., or s..ll.r. For instance, the ETI

report on page 16 cite. a pric. el..ticity of de..nd of

0.723 for interstate switched acce•• in a study by
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J. Gatto, et. al. of AT&T. Because price elasticities of

demand tend to be smaller for broader categories of goods,

the price elasticities of demand for se~tors 1 and 2 in the

Godwins 1D0del (which account for about 2/3 and 1/3 of

private sector output, respectively) are IDOSt likely

smaller than one. The ba.eline calculation Wled an

elasticity of 1.5 becaWle experimentation with the model

indicated that the effect of SFAS 106 on GNP-PI is (1) not

very sensitive to the price elasticity of deaand, a~d (2)

higher for higher values of the price elasticity of demand.

Therefore, to provide a cWlhion against understating the

effects on GNP-PI, the value of the price elasticity of

demand was purposely set higher than the likely true value

of this elasticity.

The ETI report complains that only -after much evasion- (p.

14) did the May, 1992 Godvina Re.ponae to Paragraph 16 of

the FCC Order of Inve.tigation and Suspenaion adait that

its 1D0del is not econoaetrically e.t1ll&ted. The first

paragraph of the May Responae state. that the original

Godwins Report contained enough information so that a

well-trained professional econo.1st could reproduce the

numerical results of the ..croecono.ic model. The second

paragraph begins by pointing out that it would be helpful

to contrast the .odal in the Godwins Report with

conventional large-scale short-run econo.etric forecasting

models. This is claarly not evasive.

Having addressed the ETI report's .1srepre.entadon of

calibration, we now discuss the f{ve nuabered alleged

flaws.
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!TI Contention ­
(Page 16)

Response •

"Godwins choose (sic) the wrong kind of model to evaluate
the effects of FAS 106."

According to ETI, a large-scale cOlIIDercial econometric

model would have been preferable to a classical general

equilibrium model for the purpose of analyzing the impact

of SFAS 106. The May, 1992 Godwina Responae to Paragraph

16 of the FCC Order of Inve.tigation and Suspension has

already addressed in detail the choice of a classical

general equilibrium model rather than a large-scale

commercial econometric foreca.ting model. Err ha. already

complained on page 14 that that re.ponae contained

"duplication of material from the F.bruary report" so that

discussion will not b. rep.ated her.. It should b. noted,

however, that the Godwina R.port listed five desirable

criteria for a model to us. in addr••sing the i.pact of

SFAS 106. The classical general equilibrium model used in

the Godwins Report m••ts all five of th••e criteria, but .s

pointed out in the Godwina R••ponae to Paragraph 16.

large-scale cOlIIDercial econo..tric forecasting models fail

to m.et at least two of th••e criteria.

ET1's discus. ion on pages 16·18 a~ nothing of substance

to the issue of choosing an appropriate type of model. The

distinction drawn on pag. 16 between mathe..tical models

ancl models explicitly designed to be e.timated with actual

cS&ta again reveals the authors' ignorance of the burgeoning

macroeconomic literature on quantitative general

equilibrium model.. (See e.pecially the sentence on page

16: "They are designed and studied to investigate a

concept qualitatively not qu.ntitatlvely." [italics in

original] ). The authors waste a few paragraphs on pages 17

and 18 deriding the monopolistic co.p.tition in the

Blanchard-Kiyotaki model. Apparently they have failed to

realize that monopolistic competition is one aspect of the
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Ell Contention .
(Page 18)

' ..pon" .

Ell Cont.nt1on .
(P.ge 19)

'''Pon'' -

Bl.nchard-Kiyotaki model th.t is not present in the

.dapt.tion of this model used in the Godwins Report.

"The k.y numeric.l p.rameters of the model are invented by
Godwin. and not estimat.d from any economic database."

Th.r. i. nothing new in this f.lse ••sertion th.t has not

alre.dy b••n .ddr....d in this Supplem.nt.l Report. All of

thi. mat.ri.l in this f.l••••••rtion i•• r.p.tition based

on the ignorance of c.libr.tion by the .uthors of the Ell

R.port.

"Th. Godwlns mod.l erron.ously •••UIH. th.t work.r. do not
.v.luat. the v.lue from po.t-r.tir...nt b.n.fits .nd th.t
.mploy.rs do not vi.w th.s. b.n.fits •• current costs."

P.g. 19 of th. ETI r.port .t.t.. "Th. fundament.l Godwins

••sumption is th.t employ.rs who p.y th.s. post-r.tire.,nt

b.n.fits do not now conaider th•• l.bor costs.· This

quot.d s.nt.nc. pr••umably ..ana th.t the Godwina R.port

••aua.s th.t, in the .b••nce of SFAS 106, employers do not

recognize post-retir••ent b.n.fits .a current costs. The

re.son for this .saumption is that the Godwins Report

.tt.mpt.d to take • cons.rv.tiv. .ppro.ch wh.rever

posaibl.. In this p.rticul.r cont.xt, conserv.tive means

cuarding .g.inst underat.ting the imp.ct of SFAS 106 on

GHl·PI.. Equiv.l.ntly, the .ppro.ch v.s to .rr on the side

of ov.rst.ting the imp.ct on GNP-PI. Now if one .rgues

that in the .bsence of SFAS 106 .~loyers .nd employees

fully recognize post-r.tir._nt b.nefiu, th.n the

introduction of SFAS 106 vould have no eff.ct on .ny

pric.s, .nd the GNP·PI would b. unaff.cted. Thus, GNP·PI

vould provide .bsolutely no r.cov.ry to Pric. C.p LEC. who

vould th.n b. .ntitled to s••k 100' r.cov.ry of the

incr.... in costs due to SFAS 106 b.c.us. Price C.p LECs

h.ve not be.n able to recover th.s. coats in the p.st.
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ITI Contlndop ­
(Page 20)

'uponlt -

However, to the extent that SFAS 106 formalizes and focuses

attention on future po.t- retirement UabiUties, and to the

extent that firas carry larger liabilities on their balance

sheet. and thus face higher costs of borrowing, the

introduction of SFAS 106 will lead to an increase in

recognized current costs. How large is the increase in

cost.? M explain.d above, the cona.rvativ. approach

dictate. that we overstate the effect of SFAS 106 on

GNP-PI, so for macro.conomic purpose. w. tr.at all of the

additional SFAS 106 expens. a. a co.t.

-N.xt, the Godwina model incorrectly us.s an outdated
functional fora to repre.ent the production function for
the economy.-

Although the Cobb-Douglas production function wa. fint

us.d acre than 60 years ago, it i. still wid.ly us.d in

quantitative .conoaic analy.is, and on. of its major

predictions -- that factor shar.s ar. constant ov.r ti.e -­

..... to hold up w.ll in U.s. data. It is true that during

the 1970. th.re wa. a flurry of activity to g.neralize the

Cobb-Douglas production function, and this flurry included

estiaation of the trenalog production function cited in

footnote 48 of the ITI report. The translog production

function is considerably acre g.neral than the Cobb-Douglas

production function, but this added g.nerality comes at a

cost. The trenalog production function has ..ny more

par...ters to e.timate or calibrat., and the quality of

a&&regate data on inputs ..y b. sufficiently poor to make

estiaate. of thes. additional paraaeters unreliable. It is

worth noting that wh.n the•• additional per_eters are

equal to zero, the trenalog production function becomes a

Cobb-Douglas production function. In practic., estimates

of ..ny of the.e additional paraaet.r. have large standard

error. and are not significantly differ.nt fro. zero at
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standard confidence levels (see Ernst R. Berndt, Ihl

Practice of Econometrics: ClIllic and Contemporao, Reading

Massachusetts: Addison-Wesley Publishing Co., 1990, Table

9.2 p. 473). In addition, the estiaated elasticity of

substitution between capital and labor, in a four-factor

translog production function preseneed by Berndt on p. 475,

is 0.97, which is very clo.e to the elasticity of

substitution of 1.0 that i. characteri.tic of the

Cobb-Douglas production function.

The ETt report clo.e. its criticis. of the use of the

Cobb-Douglas production function on pale 21 with the

sentence, WAlthough it is not clear how sisnificant the

bia. is from the use of the Cobb-Doulla. model, it is clear

that the analy.is involve. .implified a••uaptio~ datinl

back over 60 years. W It is worth notinl that not only does

the ETI report adait that the significance of the bias is

unclear, it doe. not .peculate on the direction of any

bia.. The only thinl that i. clear to the authors of the

ITI report is that the Cobb-Doulla. production function is

over 60 year. old. Intere.tingly enough, the source cited

in the ETI report .tate. that the tra~lol production

function introduced in 1970 i. -identical to the production

function co~idered by Heady .everal decades earlier.­

(Berndt, p. 458)

Perhaps the best re.po~e to the critici._ raised by the

ITI report i. contained in a 1988 book by Zvi Griliches

(foraer Chairman of the Departaent of kono.ics at Harvard

University, 1984 Vice Pre.ident of the ~rican Econo_ic

Aasociation, 1965 winner of the John Bates Clark Medal for

the best economist under the age of 40, and Fellow of the

Econo..tric Society who.e distinsuished career has been

devoted to the study of productivity): -There is also the

is.ue of functional fora for the estLaated production
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ITI ContlDt ion .
(Page 21)

' ..pon...

functions and the associated productivity co~utations, I

could never take this range of issues seriously. - (Zvi

Grlliches, TeshnololY. Education, and Productivity, New

York: Basil Blackwell Inc" 1988, pp. 306·307.)

-Finally, the Godwi~ Report ignores the usual uncertainty
thAt is associated with survey results measured by
calculated standard errors,-

This criticism applies to the actuarial analysis and has

b.en addressed on pp. 10·11 of this Supple"Dtal Report.
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F. "'POD" to Miscellanegu. Comment by MCI

HCI Contention .
(Page 6,
and FN 8)

'"pon...

-If .xog.nous tre.tment is afford.d to on. portion of the
co~.ns.tionp.ckag., .n asymmetrical r.lationship will be
.fforded c.rrier. under pric. C'p.. Th18 will .llow
c.rri.r. to off.r incr••••d OPO, for which th.y would
r.c.iv••xog.nous tr••~nt, and d.cr•••• oth.r foras of
co~.ns.tion.· (footnote 8: In f.ct, the USTA study its.lf
pr.dicts ••iJlll.r sitUAtion wh.r. SFAS-106 co.t. incr.ase,
the w.g. r.t. in the .conollY will f.ll, offsetting the
incr•••• in labor co.t•••soci.t.d with SFAS-106.)- .

H.r. it i ••ppropri.t. to co...nt only on footnote 8.

In the Godwins ".port pr.p.r.d for USTA, the introduction

of SFAS 106 l ••da to • r.duction in the w.g. rat., r.l.tive

to the w.g. r.t. th.t would have pr.v.il.d in the .b••ne.

of SFAS 106. Th. f.ll in the w.g. r.t. 18 ~ a

cons.qu.nc. of -an u,...tric.l r.l.tionship [th.t] will b•

• fforded c.rri.r. under pric. c.p•. - Th. w.g. r.t. falls

for ill finu in the .conoll)', .v.n tho.. finu that do not

off.r OPO. cov.r.d by SFAS 106. Th. predict.d nationwide

f.ll in the w.g. r.t. i. • aark.t .quilibriua ph.no..non

r.fl.cting th, nationwide f.ll in the demand for l.bor at

any giv.n w.g. r.t., •••xpl.ined on p.g. 24 of the Godwin.

".port. B.c.ua. the f.l1 in the w.g. r.te 18 an

.quil1briua ph.no_non, it is b.yond the control of any

8iftl1l fira or .mall group of finu.
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Appendix A

C.lcul.tion of ~StlDd.rd !rror~ of Aver.ge ILI

CDe.cription of Methodology)

In re.ponse to a contention rai.ed by the Ad Hoc Teleco.-unicationa U.ers

Co_ittee, we h.ve provided an analy.I. which wa. perfot'lHd to detemine whether

-the uncertainty th.t i. a••oci.ted with survey re.ults- could have ..terially

affected the result. outlined in the Godwina aeport. The ..thodology e~loyed

in that analy.is i. de.cribed below.

The Godwina BLI detaba.e is extenaive (830 plana in all) and hold8 data on

Plana for 18 million participant. out of a univer.e of 38 million participant•.

Statistical .ampling error should have been minor. Godwina te.ted this hypothe.is

by calculating standard errors for the pre-6S and po.t-6S .verage BLl's. The

analysis took account of the six industry group. used in the USTA aeport, the ILl

weighting. within each industry group, the weilbting. of the industry-group ILl's

in developing the final average., and of the finite universe effect whereby

dispersion tends to zero when a .ample enlarge. to exhaust the univer.e.

For each industry group (i-l, i-2, ... i-6) a variance was calculated for

the set of ILIJ's (j-l, ~) ob.erved for the group, ~ being the number of Plans

in the Godwina databa.e for induatry group i. \leighted ..ana were used in the

USTA .tudy, and the variance for the weighted ..an for induatry group 1 wa.

calculated .. the variance of the ob.erved ILIJ' •. tiM. the sua of the .quares

of the weilbt. ba.ed on participant count. in the plans included in the industry

group. The Codvina databa.e ha. information for .ub.tantial percentage. of

covered .-ployee. in each induatry group. The total nu.ber of plana in each

industry group, T., wa. taken a. the number of plana in the Godwina databa.e for

the industry group, NI , tille. the ratio of covered e~lo,..nt for the industry

group in the economy (a GAO figure) to the covered .-ployaent included in the

Godwina databa•• for the industry group. A: .tandard adjustaent factor of

(T, - N.) / (T. - 1) wa. applied to account for the -finite univer•• effect-.

-49-

~GoJwins _



Th. ..tiaate of the variance of the means wa. taken as the sum of the

products of the square of the "GAO weights" t1aes the estilUtes of the

industry-group variances. The square root of the estimate is the measure of the

dispersion of the means. Nuaerical results from the calculations are summarized

on the chart attached hereto. W. se. that pre-65 and po.t-65 dispersions are

minor when contrasted to their corresponding means.
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Calculat Ion of "Standard Error" of Average BlI's
(Results)

IrdJstry Group rullber:

NUliber of Plens in GODWIIiS' dat-'a:

IIUl1ber of Ellployees covered by 8UCh PI...:

NUlIber of covered etIIploy..s in ec~ (GAO):

Pre Age 65
weighted _an III for group:

Variance of Ill's in group:

Var iance of we ighted _811 for grCk4»:

Variance adjusted for Finite Universe effect:

(1)

446

11,129,686
11,602,8n

0.1232
0.049191
0.000111
OO29סס.0

(2)

6

94,893
562,891

0.1158
0.060456

0.028462
0.024396

(])

18
1,4n,589

8,853,209

0.7914
0.041069
0.002895
0.002419

(4)

31
1,884,054
3,962,134

0.4130
0.061315
0.006361
0.003379

(5)

222
],549,119

10,431,800

0.6n1

0.040691
0.000141
0.000494

(6)

47

1110,402
3,040,556

0.5n1

0.068032
0.004062

0.003035

Total

8]0

18,911,34]
38,454,062

0.6898

0.000221

Dispersion of weighted _an:

Me_ + 1 st"rd deviation:

Me_ • 1 st"rd deviation:

0.015016
0.1049

0.6141

Post Age 65
weighted _811 III for grCk4»:

Vari8llCe of Ill's In group:
Varl8llCa of weighted _811 for group:

Vari8llCe adjusted for Finite Universe effect:

0.2340
0.019151
0.000281
OO12סס.0

0.0604

0.022000
0.010]51
0.008878

0.264]
0.0"883
0.000838
0.000100

0.0603
0.011052
0.001044
0.000555

0.1926
0.015966
0.0I029S
0.000555

0.1261
0.018118
0.001085
0.000811

0.2008

0.000065
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Appendix B

Average Age / Average Service for Mature Populations

Promulgated from Varying Turnover and Retirement Assumptions

< • - - - • - - - - - •
< . . . - T2 - - - - > < - -

Average Age
- - T6 - - >

- - - - - - - - • - •• ->
< - - - - Tl0 . . - . >

Age of
New Hires

25
26
27
28
29
30
31
32
33
"'4

5

RA 62

39.94
40.75
~
42.32
43.08
43.83
44.57
45.29
46.00
46.69
47.36

RA 63

40.35
41.16
41.96
42.74
43.51
44.27
45.01
45.74
46.45
47.14
47.82

RA 64

40.76
41. 58
42.38
43.17
43.94
44.70
45.45
46.18
46.90
47.60
48.28

RA 62

36.96
37.88
IKiQl
39.71
40.60
41.48
42.34
43.19
44.02
44.84
45.64

RA 63

37.24
38.18
39.11
40.02
40.93
41.81
42.69
43.55
44.39
45.22
46.03

RA 64

37.53
38.48
39.42
40.34
41.26
42.16
43.04
43.91
44.77
45.60
46.43

RA 62

31.02
32.16
33.29
34.43
35.56
36.70
37.82
38.94
40.05
41.14
42.22

RA 63

31.09
32.23
33.38
34.53
35.68
36.82
37.96
39.10
40.22
41.34
42.43

RA 64

31.16
32.31
33.47
34.63
35.79
36.95
38.11
39.26
40.40
41.53
42.64

< . - - . - - - - - - - Average Service . - . . - - - - . . - - . ->
< . . - - T2 - - - - > < - - T6 . . - - > < - . . . Tl0 - - . . >

Age of RA 62 RA 63 RA 64 RA 62 RA 63 RA 64 RA 62 RA 63 RA 64
~ew Hires

25 14.94 15.35 15.76 11. 96 12.24 12.53 6.02 6.09 6.16
26 14.75 15.16 15.58 11. 88 12.18 12.48 6.16 6.23 6.31
27 IE'B 14.96 15.38 [11.801 12.11 12.42 6.29 6.38 6.47
28 14.32 14.74 15.17 11.71 12.02 12.34 6.43 6.53 6.63
29 14.08 14.51 14.94 11.60 11.93 12.26 6.56 6.68 6.79
30 13.83 14.27 14.70 11.48 11.81 12.16 6.70 6.82 6.95
31 13.57 14.01 14.45 11.34 11.69 12.04 6.82" 6.96 7.11
32 13.29 13.74 14.18 11.19 11.55 11.91 6.94 7.10 7.26
33 13.00 13.45 13.90 11.02 11.39 11.77 7.05 7.22 7.40
34 12.69 13.14 13.60 10.84 11.22 11.60 7.14 7.34 7.53
3S 12.36 12.82 13.28 10.64 11.03 11.43 7.22 7.43 7.64
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Appendiz 1:

Additional Senaitivity Analysi.

Extreme Parameter Values Leadin, to Low Estimates
of the Pereenta,e of Additional SFAS 106 Co.t.

to be Ket fro. Other Source.

Additional SFAS 106 Co.ta of
Avera,e Employer with SFAS 106 Liabilitie.

1<----- 2t ----->1 1<----- 3t ----->1 1<----- 5t ----->1
Labor
Supply (a) (b) (c) (a) (b) (c) (a) (b) (c)
Elaatieity

0.0 0.9 12.0 lZ...1 2.0 17.5 ~ 5.4 27.5 ll..1

0.1 3.9 10.0 ILl. 6.4 14.6 ltJl 12.5 22.8 ii..l

0.2 6.7 8.1 ~ 10.6 11.8 lL.i 19.4 18.3 ~

0.3 9.4 6.4 J!1...1 14.6 9.1 1Ll 26.0 13.9 jg"J.

(a) ref1ecte4 in GNP-PI
(b) finance4 by potentlal reduction ln the wa,e
(c) to be ..t fra. other aourees

price elaatlclty of deaand - 3.0
share of labor coata In total cost in aector 1 - 0.78
share of labor coata In total cost in sector 2 - 0.78
initial fractlon of labor e8ploye4 in .ector 2 - 0.4

NrASZl"7 f13VJ)JSO)
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New Findings Prove Strength of Original Request

More than 87% of the cost of adopting the SFAS 106 accounting

procedure will not be recovered by local exchange carriers subject

to federal price caps (Price Cap LECs) without exogenous treatment,

according to a "best estimate" prepared by Godwins for the United

States Telephone Association (USTA).

The best estimate, and an expanded sensitivity analysis

showing 648 potential scenarios that could change the amount of

SFAS 106 costs recovered by Price Cap LECs, were requested by the

Federal Communications Commission. (See the FCC's Jan. 22, 1993

Order in CC Docket No. 92-101, paragraphs 63 and 64).

The best estimate shows that only 0.3% of the costs are

reflected in the GNP price index and 12.3% might be recovered by a

reduction in the wage rate and other macroeconomic adjustments,

leaving more than 87.3% of the costs unrecovered.

The finding underscores the conservative nature of the Price

Cap LECs' request for exogenous treatment made last year. In that

request, which was based on a study by Godwins, exogenous treatment

was sought for only 84.8% of the costs of SFAS 106 2.5

percentage points less than the best estimate now clearly indicates

is reasonable.

The earlier calculation estimated that 0.7% of the costs would

be recovered in the price index and 14.5% might be recovered by a

reduced wage rate.

- 1 -
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Given the philosophy "followed in the Godwins study, it should

come as no surprise that the best estimate is higher than the

original estimate cited in the study. The study generally used

conservative values when setting parameters for the actuarial and

macroeconomic analyses used to gauge the impact of SFAS 106 on

TELCO, a composi te company constructed to more easily quantify

statistics compiled from the 11 Price Cap LECs.

At every juncture, Godwins used values that avoided giving

unwarranted benefits to TELCO. The intent was to avoid potential

claims of double-counting by erring in the direction least

favorable to Price Cap LECs.

For example, in the macroeconomic model Godwins overstated the

impact on GNP-PI by using a baseline value of price elasticity of

demand that is almost certainly too high. When this value was

reduced to a more likely level for computation of the best estimate

of recovery, it reduced the amount of costs TELCO would recover

through the GNP-PI and other macroeconomic effects.

A similar result occurred when Godwins overstated a value for

labor supply elasticity which, like price elasticity of demand, is
~

among several economic parameters used to determine how much of

SFAS 106 costs will be recovered through the GNP-PI.

The study's conservative bent also is shown in the actuarial

analysis by use of a 3% figure to quantify the direct impact of

SFAS 106 on labor costs for the portion of the economy that

includes businesses providing post-retirement benefits. The best

estimate places this value at 2.5%, fully a half-percent lower than

- 2 -
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th~ conservative estimate.

It is with a firm belief in the Godwins study, and with

steadfast support for the actuarial and macroeconomic analyses on

which the study is based, that the 84.8% estimate used by the Price

Cap LECs in their filings last year, is reaffirmed.

Conservative Estimate Is Built On Sound Foundation

The conservative estimate developed by Godwins in this study

is built on a firm foundation composed of an actuarial analysis, as

well as a macroeconomic analysis that uses parameters derived from

the actuarial study.

Using extensive demographic, economic and benefi t program data

collected from 11 Price Cap LECs, the actuarial analysis constructs

TELCO, a composite company that closely reflects the entire

industry's characteristics.

When compared to the average employer in the economy, the

effects of SFAS 106 on TELCO's costs are disproportionately higher

due to a combination of factors. Its work force stays on the job

longer, retires earlier, has a higher ratio of retired-to-active

workers and has a higher proportion of covered workers.

The situation is offset somewhat by the fact that TELCO's

labor costs are a lower percentage of total costs than of the

average employer in the GNP.

Given these circumstances, the average employer in the economy

will experience only 28.3 percent of the cost increase from SFAS

- 3 -
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106 that will hit TELCO.

Among the steps taken to obtain the results:

* A comparison of TELCO IS benefi ts program to a "national

average" benefit program developed through the use of a database of

provisions of retiree medical plans sponsored by 830 private-sector

companies employing 19 million workers, which is well over half of

all covered employees in the United States.

* Adjustments for differences in programs and other factors,

such as the average age of employees, length of service, retirement

patterns, number of retirees and current level of pre-funding of

benefits.

The actuarial analysis also utilizes a number of factors to

develop a formula that quantifies the direct impact of SFAS 106 on

labor costs for the portion of the economy that includes businesses

providing post-retirement benefits. The best estimate places this

value at 2.5%, fully half a percentage point lower than the 3%

conservative estimate used in the Godwins study.

Through its examination of the impact of SFAS 106 costs on the

economy as a whole, the macroeconomic analysis divides the 95.8

million private-sector workers in the national economy into two

groups. They are:

* Sector 1: An estimated 65.1 million workers who have no

post-retirement plan covered by SFAS 106 rules; and

* Sector 2, an estimated 30.7 million workers eligible for

some type of retirement plan, the cost of which ultimately will be

- 4 -
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reflected in SfAS 106 costs.

The macroeconomic model also finds that only 2.3% of the

average employer 's addi tional costs resul ting from SFAS 106 is

passed through to the GNP price index. Consequently, TELCO stands

to recover only .7% through the GNP-PI because the actuarial

analysis finds the price index will reflect only 28.3% of the

additional costs incurred by the average Price Cap LEC due to SFAS

106.

Although it first appears that this means 99.3% of TELCO's

additional costs are unrecoverable, the macroeconomic analysis

determines that the national wage rate might be 0.93% lower than it

would have been in the absence of SFAS 106.

Consequently, if TELCO can achieve a similar reduction in its

wage rate, another 14.5% of SFAS 106 costs could be recovered,

lowering its total unrecovered costs to the conservative estimate

of 84.8% that is being sought for exogenous treatment.

Some Outcomes Are Not Realistically Conceivable

As explained in the original Godwins study, the macroeconomic

model for determining how much of the SFAS 106 costs are

unrecoverable can, by adjusting the values of its parameters, be

used to obtain numerous possible outcomes.

Godwins attempted to display the sensitivity of the results in

- 5 -
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its original study by showing an extremely wide range of possible

outcomes--as well as the conservative estimate believed to be a

reasonable basis for exogenous treatment.

However, the Commission subsequently requested, and now has

been provided, all 648 es tima tes, as well as an overall best

estimate.

This list shows all outcomes associated with all "possible"

parameter values. But it must be understood that results at either

end of the spectrum are based on extreme values and simply are not

realistically conceivable.

That is the case with at least three of the parameter values

which show more than 40% of costs being recovered through GNP-PI

and macroeconomic adjustments. This occurs because any attempt to

display every combination of parameter values requires some of

those values to be set at levels needed simply to fill out the

"grid" of possibilities.

For example, the outcomes in question are based on unrealistic

values for:

Price elastici ty of demand. The flawed combinations of

parameters use a value of 3. 0, which is much too high to be

plausible. The baseline calculation purposely uses a value of 1.5

that is too high in order to guard against the possibility of

understating the impact of SFAS 106 on GNP-PI. The true value

almost surely is less than 1.0.

-- The direct impact of SFAS 106 on labor costs in sector 2,
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the segment of the economy encompassing covered workers. The 4.5%

value applied here is much too high, as evidenced by the 2.5% value

used to develop the best estimate and the 3% value used in Godwins

original conservative estimate.

The foregoing is why all of the combinations of parameter

values that show less than 60% of additional SFAS 106 costs being

recovered without exogenous treatment simply are not worthy of

consideration.
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